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Chart 10: 2-Year Beta Comparison
Water Proxy Group to Non-Price Regulated Proxy Group
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Even beta coefficients calculated based on 5-year returns indicate that betas for the

companies in his )Non-Price Regulated Pr()xy (lloup are currently about 20% higher, as

shotvn in Chart I I bclotv. 'I'hc 5-& car betas for the too groups overlapped Itor a briefperiod

in late 2017 to early 201 g. but as Chatl 11 clearly shotvs. that tvas an exception and the

)Non-Price Regulated Proxy Ctroup has shotvn considerably higher bctas throughout thc 3

years of bctas analyzed. tvith the gap only getting larger in the last 6 months.

56



ELEC
TR

O
N
IC
ALLY

FILED
-2020

January
23

4:27
PM

-SC
PSC

-D
ocket#

2019-290-W
S

-Page
2
of19

Dircci Tcsiimont or Aaron l.. aoch&chilJ nock&i ato '01&7-790-1VS

'. 95N

Chart 11: 5-Year Beta Comparison
Water Proxy Group to Non-Price Regulated Proxy Group
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Charts 9-1 lcm shosv bctas calculated based on historical returns. Investors mav or

may not cxpcct the future to be like the past. As explained above. the authorized ROE for

BC&KVC should bc based on investor expectations. Ilistorical data is relevcutt only to thc

deg&ree it represents investors'urrent cxpcctations. In addition to historical hetas. I also

calculated -forsvard-looking" bet&is bused on current market prices of stock options" (put

and call options traded on the 14 companies in 15 Ir. O'Ascendis Ixlon-Price Regulated

Proxy Group) in order to detcmtinc thc level of risk expcctcd by investors Ior both proxy

group» in thc I'uturc. As shotvn in Chart 12 bclotv. throu bout Dcccmber 2019 investors

expected (G-months I'orsvard) thc beta of Mr. D'Asccndis ixon-Price Regulated Proxy

Ciroup to remain about 20% higher than the utilities group in the future

Scc Section V. E for 0 definition ot'stock options.
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1 0!

Chart 12: Invest Expected Beta Comparison
Water Proxy Group to Non-Price Regulated Proxy Group
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The results of my analysis presented above indicate that tvlr. D Asccndis Non-

Pricc Regulated Proxy Group has and is expected hy investors to continue to have

significantly higher risk than vvater utilities. based on his ovvn criteria (heta cocft!cients),

and therel'ore should not be used to determine the appropriate authorized ROF. tbr IIGKVC

in this proceeding.

8 Q. IS 3IR. D'ASCKVDIS'CF RESUI.T OF 9.03% AN APPROPRIATE COST OF

9 FQUITY FOR BGiyC?

10 A. Xi'o. '.vlr. D'Ascendis 9.03% DCF result. as applied to his proxy group ol'6 vvater utility

12

companies. is relatively close to thc inarket based cost of equity because hi» DCF analysis

relies on a 7.00%f8 grovv1h component. Hclovv I vv ill explain vvhy thc analyst five-year EPS

n Ibid. Scheduic l3'WD-I. page I of 7. 7.00% = average of Five Year 0)couth in FPS shonn in column "[6I".
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groivlh rute forecasts used by rMr. D Ascendis arc usually not consistent ivith sustainablc

groivth rates and lead to above market cost of equity results most ol'he time. Currently

his groiish rates are reasonable and therefore his 9.03% DCF result is on the high sid«of

reasonable for setting rates in this proceeding.

6 DCF Method

7 Q. lYHA'I'ORM OF THE DCF 3IODFI. DOES IIR. O'ASCEVDIS (ISF?

8 A. He uses the single stage (or constant groivth) I'orm of the DCF model.'

Q. DOES MR. D'ASCEittDIS PROPFRLY AI'PLY THE SIMI'LIFIFD OR

10 COivtS'I'AtVT DCF METHOD?

11 A. Is'o. )ctr. O'Ascendis adds a grouch component to a divided ~ield even though his groush

12

13

14

15

analysis relies completely on analyst five-yeur EPS per share groiish forecusts.-" It is only

a DCF method if the dividend yield is computed properly, und thc groivth rute used is

derived I'rom a careful study ol')ghat future sustuinablc groivth in cash tloiv is anticipated

by investors. In BGWC s 2017 rate case (Docket No. 2017-292-tYS) this Coinmission

16 concluded "Mr. O'Asccndis use ol'analvsts'stimates for his DCF analvsis is

17 supported by consensus...' Rcspcctfully. I belicvc this Commission s level of support

18

19

20

tor tvlr. O'Ascendis'CI'ethod may have been too generous. As discussed above

(Section 11), major financial institutions (J.P. tMorgun Chase) do not usc a groivth rate based

on analyst 5-year EPS groiish rates us Ivlr. D Ascendi» has done.

~ Ibid. pa e Ia, lines 11-12.
" Ibid. page IS. lines 17-18.
" Pa c 14.
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1 Q. IIOiY DID tVIR. D'ASCFNDIS CALCUI.ATF. HIS GROWTH RATE FOR HIS

2 DCI'IETHOD?

3 A. On p&tge l5, lines 12-14 ot'tvlr. D'Asccndis testimony hc says that hc uses &m&ilysts'ivc-

4 year I:PS forecast as the grouth component of his DCF analysis bec&iuse -investors are

5 likely to rely on... Value Line. Reuters. Zacks. and Yahoo Finance- and "Investors realize

6 that analysts have signilicant insight..."

Below are thc five-year projected earnings pcr share rates by the four investment

8 research ttrms he chose:

Vahic Line: 8.50%

10 Reuters:

Zacks:

10.60%

tt.70%

12 Yahoo lrinance:

13 Q. IS lVIR. O'ASCENDIS'FTHODOLOGY TO DETERIIINE THE GROVVTH

14 RA'I'L'O USF. IN IHS DCF 'AIODEL APPROPRIATF.".

15 A. Yo. As stated above, Mr. D'Ascendis uses analyst live-year earnings per sharc grosah

16

17

18

without attempting to reconcile thc retention rate used lor computing gron1h with the

retention rute he used to compute thc dividend yield. This is allalogous to failing to

reconcile thc money you are taking out ol your checking account svith your future balance.

i.c. the basic balancing of a checkbook.

20

~ Ibid. Schedule DWD-1. page l of 7.
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1 Q. CA q YOU PLEASE SUlkIAIARIZF. VVHY A FUTURE ORIE'v& TED "8 X R"

2 METHOD IS SUPERIOR TO A FIVI'.-YEAR FAR%I.'iGS PFR SIIARE

3 ( RO'kV TII RATI'. FORECAST Iiq PROVIDING A LOW(l-'I'ER31 SliS'I'Alit&ABLE

4 GROWTH RATE?

5 A. Ycs. The primary cause of sustainablc earnings grosvih is thc retention of earning». A

10

12

14

16

17

18

19

20

company is able to create higher future earnings by retaining a portion of the prior year's

earnings in the business and purchasing nevv business assets vvith those rctaincd earnings.

There are many factors that cttn cause short-term svviags in eurnings gross th rates. but long-

tenn sustaitl&lble grovv3h is caused by retaining earning&s and rcinvesting those earnings.

lractors that cause short-term svving» include anything tltat causes a company to earn a

return on book equity at a rate diftcrcnt from the long-ternt sust&3inublc rate. Assume. for

example. that u particular utility company is regulated so that it is provided»ith a

reasonable opportunity to earn 9.0% otl its equity. Should thc company experience an event

such as the loss of several 1'ey customers. or unfavorable tvcather conditions. vv hich cause

it to earn onl& 6.0% on equity in a given year. the drop of 9% earned return on equity to a

6% earned return on equity vvould be concurrent vvith a very large drop in earnings pcr

share. In lact. if a cotllptlllv did not issue any nevv shares of stock during thc year. a drop

from a 9% earned return on book equity to a 6% earned return on book equity «ould result

in a 33.3% decline in earnings pcr share over the period. I lovvevcr. such a drop in earnings

vvould nol bc any indication of vvlt&at is u long-term sustainable earnings per share grovv3h

By definition, eurucd return on equity is earnings divided by book value. Therefore. uhatcver level ol

earnings is required to produce earnings ul'64/o ofbook uuuld have to hc 33 3"o loner than the level of earuiu s

required to prod&tee a rctunt on book equity of 9%.
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10

13

14

15

16

17

19

20

rate. If the drop «ere caused by sveathcr conditions. the drop in earnings xvould be

inmtediatcly oITset once nornl&ll «'eathcr conditions return. Il the drop xvcrc from thc loss

of some key customers, the cofltp&tlly «'ould replace the lost earnings by tiling for a rate

increase to bring revenues up to thc level required for the company to have a reasonable

opportunity to recover its cost of equity.

For thc above reasons. changes in earnings pcr share gro«1h rates tllat &Ife caused

by non-recurring changes in thc earned return on book equity are inconsistent «ith long-

term sustainable gro«1h. but changes in earnings pcr share because ol'he reinvestmcnt of

additional assets is a cause ot'ustainable earnings ro«alt. 'fhe -b x r" term in the DCF

equation computes sustainable gro«th because it measures only the grosvth «hich &t

company can expect to achieve xvhen its earned return on book equity -r" remains in

equilibrium. If analysts have sufttcient data to be able to forecast varying values ol -r- in

tuture years. then a complex. or multi-stage DCF method must be used to accurately

quantify the elTcct. Averaging gro«1h rates over sub-periods. such as ax&craging& groinh

over the ltrst five years svith 0 groxvth rate expected over thc subsequent period. svill not

provide an appropriate representation ot'the cash tlo«s expected by investors in thc future

and. therefore. xvill not provide an acceptable method of quantif) ing thc cost ol'quity

using thc I)CF method. The choices are either a constant gro«th DCF. in «hich one -b x

r" derived groxvth rate should bc used. or a complex DCF method in xvhich thc cash tlo«

anticipated in each future year is separately estimated. &rrlr. I)'Asccndis has done neither.

21

22
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1 Q. IVIIY ARE ALAI.YSTS'IVE-YEAR CONSENSUS GROIV I'H RATES iv&0 l'

INDICATIVE OF LO&vG-TFRM SUSTAliVAIILE GROirVTH RATFS?

3 A. Anal& st»'ive-year earnings per share grow1h rates are earning» pcr share growth rates that

4 measure earnings grow1h from the most currently completed tiscal year to projected

5 earnings five years into the l'uturc. These growth tate» are not indicative ol'uturc

6 sustainahle grow1h rates. in part. be«ause the sources of cash lloiv to an imcstor are

7 dividends and stock price appreciation. i&Vhilc both stock price and dividend» arc impacted

8 in the long-run by the level ofearnings a company i» capable ol achieving. earnings growth

9 over a period as short as live years is rarely in s& nchronization i«ith the cash tlow growth

10 from increases in dividends and stock prices. For cxaniple. if a company cxperienccs a year

11 in ivhich ittvcstors perceive that earnings temporarily dipped bcloiv normal trend lcvcls.

12 stock prices generally do not decline at thc s&uiie percentage that earnings decline. and

13 dividends are usually not cut just because of a temporaD decline in a company'» earnings.

14 Unless both the stock price and dividend» mirror every down swing in earnings. they cannot

15 bc expected to recover at thc same &rrowth rate that earnings recover. Thcrcfore. &&row1h

16 rates such as live-&'car projected groivth in earnings pcr share arc not indicative ol'ong-

17 term sustainable growth rates in cash tloiv. As a result, they arc inapplicable l'or direct use

18 in the simpli lied DCf method.

19 Q. IS THE USF. OF FIVE-YFAR EARYINGS PFR SHARE GROWTH RA'I'FS IN

20 THE DCF MODEL AI.SO IilPROPFR?

21 A. Yes. A raw. unadiustcd. tive-& ear earnings pcr share grow1h rate is usually a poor proxy

22

23

I'or either short-term or long-tenn cash liow that an investor expect» to receive. KVhen

implementing the DCF method. the time value of mone& is con»idcrcd by equating the
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1 current stock price of a company to present value ol the luture cash tlows that an investor

2 expects to receive over thc entire time that hc or she owns the stock. The discount rate

3 required tu make the future cash flow stream, on a net present value basis. equal to the

4 current stock price is the cost of equity. The only taxi sources of cash lloiv to an ini estor

5 are dividends and the nct proceeds I'rom thc sale ol'stock at whatet cr time in the future the

6 imestor linally sells. Therel'orc. the DCF method is discounting future cash lollows that

7 investors expect to receive from dividends and lrom the eventual sale ol'hc stock. Five-

8 year earnings groivth rate forecasts are especially poor indicators of cash lloiv growth even

9 over the liirc years being measured by the live-I car earnings pcr sharc grot)1h raie number.

10 Q. 1VHY IS A FIVE-YFAR EAIRXIM;g PFR SHAICF. GRO')VTH RATE A POOR

12

ltx&DICATOR OF 'I'HE FIVE-YEAR CARH FLOlV FXPECTATIO&S FICO.'ll

DIVII) F.iSI3go

13 A. Thc board ofdirectors'hanges dividend rates based upon long-term earning» expectations

14

15

16

17

18

19

20

21

22

23

combined with thc capital needs of a coinpany. && lost companies do not cut the dividend

simply because a company has a year in ivhich earnings ivere beloiv sustainablc trends. and

similarly they do not increase dividends simply bcctnise earnings lior one yeiir happened to

be above long-term sustail'lable trends. 'I'hereli&rc. over any given live-year period. camings

gruwah is frequently very dilTerent from dividciul groivth. In order lor earnings groivth u&

equal dividend grot)1h. at ii minimum. earnings per share in the lirst year ol'hc five-&ear

camings groxah rate period would 1)avc to be exuctly on the long-term earnings trend line

expected by ittvestors. gincc earnings in most years are above or beloiv the trend line. the

earnings pcr share growth rate over most tive-year periods is dilyercnt from what is

expected I'or dividend groxnh.

24 64
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1 Q. 1VHY IS TIIE FIVF.-YFAR EARNINGS PFR SHARE GROWTH RA'I'K A POOR

2 INDICA11ON OF FUTURE S'I'OCK PRICF. (;ROiVTII?

3 A. If a company happens to experience a lear in which earnings decline belotv «hat investors

4 believe arc consistent with the long-term trend. then thc stock price docs not drop us much

5 as earnings drop. Similarly, it a company happens to experience a year in tvhich earnings

6 are higher than the investor-perceived long-term sustuinablc trend. then the stock price «ill

7 not incrcasc as much as earnings. In other «ords. thc P/E ratio of a company «ill increase

8 after u year in «hich im.estors bclicvc earning» urc below sustuinablc levels. und thc P/L'

ratio «ilt decline in a year in «hich investors belicvc earnings are higher thun expected.

10 Since it is stock price that is onc of the important cash flow sources to an investor. a live-

11 year earnings gro«sh rate is a poor indicator ofcash flotv both because it is a poor indicator

12 ol'stock price gro«sh over thc tive years being csamined and is equally a poor predictor of

13 dividettd gro«sh over the same period.

14 Q. ARF. YOU SAYING THAT ANALYST.'i'ONSEtNSUSt EARNliN(iS I'ER SHARK

15 ('ROVVTII RA fl'.S ARE USELESS AS AVt AID TO PROdliC'flNG THl:.

16 FUTURE?

17 A. No. Analysts FPS gro«sh rates are, ho«'ever. verv dangerous il'used in u simplittcd DCF

18

19

20

«ithout proper interpretation. tVhile they arc not useful if used in their -rutv- lorm. they

can be use lul in computin ~ estitnates of what carncd return on equity investors expect xvill

be sustained in the future. and as such. arc useful in developing long-tenn sustainable

gro«sh mtes.

22

23
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2 Risk Prcn)ium &llcthod

Q. PLEASF EXPLAI&ss'R. O'ASCEXDIS'ERSION OF TIIE RISK PRE3IIU&&l

4 METHODS, AS PRESEissTED I«& HIS DIRECT TESTlts&1071 Y.

5 A. i'v1r. D'Ascendis applies the folio&&ing t&vo risk premium methods: Predicti&c Risk Premium

10

12

13

14

15

16

17

18

Model (PRPM) &md "total market approach." 'lis PRPM is based on research sho&ving

that the level of volatility in equity prices and rctums can bc used lo predict future lc'vcls

6&ol'risk premiums. - 'I'hc model inputs include historical returns of the c&&mmon equity ol

the c&unpanics in his "Utility Prosy Group" minus the historical monthly yield on long-

tcnn U.S. 'I'rcasury securities through July 2019. Statistical sofbvare &vas used to

determine the projected equity risk premium tor each ol'hc &vatel cotnpatlies in %'Ir.

D Ascendis'tility Prosy Group. &vhich range betnccn 10.21'/u lor C&tlil'&&min Water

Set~ ice Group to 12.64'/o I'or York Water. 'fhe risk-I'rcc rate component ol'2.91'/n is based

on thc consensus forecast derived from 13luc Chip Financial Forecasts." Adding the

predicted risk premium to the risk I'ree rate for each of the 6 companies in his prosy group

results in a PRPM based 10.97'/o cost of equity.

&Mr. D Ascendis'otal market approach RP&&cl adds a prospective public utility bond

yield to an equii& risk premium." Thc equity risk premium is based on beta-adjusted total

tulbid. pa c 16. lines 1-12.
s) Ibid. lines 5-12.
tu Ibid. pace 17, lines 17-19.
~ Ibid. Schedule D&VD-4. pa e 2 of 12.
~ Ibid. Schedule D&VD-5. pa e 2 ul 2, note 2.
~ Ibid. Schedule D&VD-4. pa e 2 ol''2.
s& Ibid. ps e IS, lines 14-16.
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market equity risk premium and an equity risk premium based upon Srt'P Util itics Index.

Hc determines thc prospectisc bond yield based on thc consensus forecasts ol'bout 50

economists of Aaa rated corporate bonds (3.90%) and then incrcascs this result by 0.37%

to be equivalent to A2 rated public utility bond» (4.27%)." Hc adds an additional 0.08%

to the prospective bond yield lo get a 4.35% "expected bond yield for his Utility Prox&

Group- because his Utility Proxy Group has a losver A2/A3 bond rating. 'c calculated

equity risk premium of 5.45% based on the average ol'hc follosving ttvo approaches:

Beta a roach: 5.91%

Average ol'bbotson historical risk premiums (5.54%). regression on

Ibhotson risk premium data (8.35%). Ibbotson equity risk premium based

on PRPM (9.05%). market return projects from Value I.ine (9.73%.

10.62%) and Bloomberg (10.48%) applied to the adjusted beta (0.66) of his

Utility Proxy Group.'1

SAP I.ltilitv Index and is loodv's A-rated ublic utility bonds: 4.98%

Average ofhistorical risk premiums (4.00%). regression on historical equity

risk premium (6.04%) and forecasted equity risk premiums (6.24% arid

4.84%).

Adding ibis 5.45% equity risk premium lo the risk-I'rcc rate I'or each ol'hc 6 companies in

hi» proxy group results in lt RPM based 9.80% cost ol'equity. '

Ibid.
~ Ibid. pace 19. lines 1-15.

Ibid. page 19, lines 16-20 and pa c 20. lines 1-2.
" Ibid.
'-'bid. Schedule DWD-4. pace 8 of 12.
" Ibid. Schedule IIWD-4. page 3 of 12.
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ix lr. D Ascendis used the average (10.39%) ol'hc t«o risk premium results as

support I'or his cost of equity reconuncndation. "

3 Q. PLEASE CO:hl hIEi i I'X MR. O'ASCElx'DIS'ISK PRE3IIUill .'tIETIIODS.

4 A. XIr. D Ascendis'P,'vl results are too high (above rates indicated by market data) primarily

5 because his overttll market result expectations arc above. 'I hc market expects less than a

32% probability of gro«th in the Skp 500 «ill provide a market return ol'0.55%".

Investors expect a return of 11,62% and 14.52% ', as proposed hy Xlr. D Ascendis to bc

8 even morc unlikely. 'I'hcrcfore, i%1r. O'Asccndis Rlhvl results are unreliable aittl

9 significantly overstate 13OWC s cost of equity

10 CAPM hlcthttd

11 Q. PLEASE SUMltlARIZE tlIR. O'ASCEtsil)IS'APM .'SIETHOD.

12 A. Mr. I)'Ascendis explains that, "The model is applied by adding a risk-free rate ol'return to

13

14

15

16

a market risk premium. vvhich is;uljustcd proportionally to rellect the svstematic riskol'hc
individual security relative to the total market as measured by thc beta cttcllicicnt." "

The traditional CAPMmodcl is expressed as:

Rs = Rf+ p(Rm-R I I... Where:

17 Return rate on thc common stock

18 Rf = Risk-free rate of return

19 Return rate on the market as a «hole

20 adjusted beta (volatility of the security relative to thc market

" Ibid. paces 26. lines 1-5.
"gxhibit AI.R S. pace 3.
" D'Ascendis Diricct I estimony, page 20, lines 20-21.
"Ibid.pa c23. line 13.
''Ascendis Direct Testimony, page 26, lines 16-19.
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as a vsllolc)

lie uses a risk-free rate of 2.91% based on the Bloc Chip consensus forecast of 30- Y«ar

U.S. I'rcasury bond yields." The risk premium portion ol'his CAPlV'I analysis (shotvn on

Schedule D tVD-5. Page 2 ot 2) is 10.03% tvhich is derived I'rom an average of the

lollossdng conlpotlents:

~ llistorical: 8.80% (Avc of Measure l. 2 and 3):

Measure I: 6.77%

'I he arithmetic mean monthly returns of large company stocks rel ttise

to long-term U.S. Treasury bond yields from It)26-2018:

10 ihlcasure '2: 9.42%

Regression analysis applied to lbbotson historical data (1926-2018):

12 Measure 3: 10.2%

13 Application of PRPM"2 to historical data (1926-2018).

~ Value l.inc Projected: 1 1.20% (Avc of Measure 4 atld 5):

isI«asar« 4: 10.72%

16

17

Value Line projected return on market (13.63%)as — Projected Risk

Free Rate (2.91%).

18 tMeasur«5: 11.61%

19

20

Value Line projected return on Stt«P 500 (14.52%) — Projected Risk

Frcc Rate (2.91%).

~ ibid. page 2G. line 19 and pa c 27. lines I-G.

ibid. page 30. lines 3-8.
" Ibid, schedule DtVD-5. page 2 of 2.
"- Scc description ol hlr. D'Ascendis'RPM in my critique of his Risk Premium Klethod ubot e.

s'-5 years hcncc.
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1 ~ Bloombcrg Projected &VIRI" 11.47% (hleasurc 6):

Bloombcrg projected return on S8:P 500 (14.38%) — Projected Risk

Free Rate (2.91%).

4 Q. PLEASF. SU313'IARI7F. &tIR. D'ASCEVDIS'CAP31 3IE'I'IIOD.

5 A. Mr. D'hscendis FCAI'M is based on a security market line that is not as steeply sloped

as described hy thc CAPM formula. -'I'he revised security market line used in his ECAPM

results in hig&her cost of equity (10.34%) results I'or &voter utility compunics than his

"traditional CAPM" (9.47%). s

9 Q. DO YOU AGREE &&YITH THF. RESULTS& OF ibIIL D'ASCEVDIS'AI'trl AND

10 FCAP31 AiVALYSES?

11 A. Yo, I do not agree with results of either of IhIr. D'Ascendis CAP&h'I unalyscs because I

12

14

15

17

18

19

believe thol they signilicantly and illaccuratcly oversiate thc Company s cost ot equity. The

arithmetic average return that Mr. D'Ascendis uses overstates the historical risk premium

by 300 basis points, Mr. D Ascendis used the arithmetic mean ictUitls ol'11.89% Ibr large

company stocks bet&veen 1926 and 2018. 'I'hc 2019 SBBI Yearbook shuns that investors

actuttll&'at'tied a compounded annual return ol'0.0% " bet&veen 1926 and 201b. The

arithmetic mean return of 11.89%" is possibly valuable to stuck brokers and fund

managers attempting to predict future bonuses. but nut for calculating the cost of equily. A

Dotv Jones Yctvstvire article stated. "Sotnc financial advisers rely too heat ily on a fontlltla

The security market line is systematic risk, as measured b& beta. plotted aeainst espcctcd return of the market.

" D'Ascendis Direct Testimony. Schedule DWD-S. pa e I ol'2.
m Ibid. Schedule t&WD-S. page I ot'2.
'r O'Ascendis Direct Testimon&, DWD-S, Page 2 ol 2.
m 2019 SBBI Yearbook, page 2-3.

D'Ascendis Direct Testimony. Schcdulc DWD-S. Page 2 of 2.
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1 knonzt as the arithmetic average. svhich can bc misleading tvhcn inve»ting for the long

2 tenn. Financial advisors tvho use this I'omtula m&ty be overstating your potential profit and

leading you to take risks you might othervv ise avoid...'»
discussed in Section V. E of this testimony. stock options traded on the S8;P

5 500 indicate that a Ilutrket risk premium ol'bcttvccn 8% and 9% is conservatively high. The

6 murl'ct expects less than a 32% llrohability of grovv1h in the S2I:P 500 that mould result in

7 a risk premium ol bet»veen 8% and 9%. itive»tora& cxpecl u groh'Ah 1&lie equivalent to u

I0.03% 'arket risk premium to be even more unlikely. Therefore. lvlr. O'Ascendi»'

CAPM results are unreliable and signillcantly over»tate BOKC's cost of equity based on

10 ntarket dula.

11 IIR. O'ASCE'NDIS'ISK AD,IUSTIVIEXT

12 Q. IS ltlR. D'ASCF. iDIS'DDER FOR A SIIALL SI7E Fl'I'ECT A'

API'ROPRIATE PART OF A COST OF EOUITY Ai»(AI,YSIS FOR A PUBLIC

14 U'I'II.ITY'!

15 A. i &o. i&ir. D Ascendis'.50% prcmittttl &ltltlcr lor the small size of BGWC relative to the

16

17

18

average capitalization of the t&Vatcr I'rosy (iroup is not iustiliablc. Xlr. D'Asccndis states

that -size has a bearing on bu»ines» risk 'ecause they are "less able to cope vvith

significant events that allbct sales. res enucs. and earnings"'9
gaia &&Vhitehouse. To Financial Advisors and Fuzzy Math, Dove Ionc» Neo sveires October 8. 2003.

"''Ascendis Direct 'I'estimon&, schedule D&&VD-S, pa c 2 of 2.
'-'tr. D'Ascendis'irect Testimony. pa c 38. lines 12- I9.
ss Ibid,
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1 Q. IS THERI'. U&v&IVERSAL A(&RKI'.ME. (T THAT S31ALLER CO!sII'ANIES HAVE

2 A HIGHFR COST OF EQUI I'Y7

3 A. tXo. The Principles ofCorporate Finrntce stated that thc so called -small ltrm" tvas most

likely supported by "data mining-. 'l hc textbook goes on to say that if you search enough

& ou are likely to lind pattern. Professor Assvath Damodaran from Nctv York University

states thc follosving regarding thc supposed -small cap premium":

7

8
9

10

11

Even i I'you believe that small cap companies are more exposed to market risk than

Large cap ones. this is an extremely sloppy and lazy svay ol dealing tvith that risk.

since risk ultimately has to ct!mc from something fundamental (and size is not a

I'undamcntal factor).

12

13

14

15

16

17

18

19

20

21

&Vlr. D Ascendis claims that 13GIVC's recent reorganization tvas completed so that

thc Company had access to additional resources including management expcrtisc. sharing

business functions und increase access to fmancing. At a minimum. IIG)VC s recent

reorganization indicates tlt&at its business risk has declined since its last rate case and

therefor its cost of capital has decreased as )veil.

&V(r. D'Ascendis recommendation that 13GWC s cost of equity should be increased

by 0.50'lo"s to account for its size is likely excessive. '&Vith that said. my X.72'/o costol'quity

recomrncndation is on the high end of results to account for the possibly that

IIG tVC's small size impacts thc return expectations required b& investors and their markel-

based cost ol'equity.

22

Ast&uth Damodaran. Equity Risk Premiums (FRP): Detenninatcs, Estimation and Implications — the 20 l5 Fdition

(paper updated, March 2015). Page 42.
tu D'&&&sccndis Direct Testimony, page 36. Iines27-28.
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1 Yl 1. COVCLUSIOiV

2 Q. PI.FASL'U%I)rIAR17E YOUR RECO315IENDATIONS IN TIIIS CASF..

3 A. Based on the evidence presented in my testimony I conclude that the cost of equity allotved

10

for the (.'ompany should be 8.72% tvith an overall cost of capital of 7.18% (Scc 'I'able I)

based on the average common equity ratio ol the Water Prosy Group. r'vIy cost ol'equity

recommendation is based upon my appl) ing my there cost of equity models (Constant

Grotv1h DCF. Non-Constant Grotvth DCF. CAPRI) to a proxy group ot 6 regulated utility

companies. My 8.75% cost of equity recommendation satisttcs the requirements ol /lope

and l3ltrefield that regulated utility companies should have opportunity to earn a rctum

commensurate tvith returns on investments in other enterprises having corresponding risks.

12

13

14

16

17

18

19

20

Ivlr. D Ascendis cost of equity recommendation ol'0.20%-10.70% is

unreasonably high primarily because it is based. in part. on model results applied to a group

of 14 companies (rVon-Price Regulated I'rosy Group) that arc riskier that ivuter utilitics.

Additionally. the equity risk premium hc uses in his RPXI and CAP%I are higher th;m

appropriate. His Constant Grotv1h DCF produces a result of 9.03% tvllich on thc high side

of reasonable, but closer to the market-based cost of equity than any othis otlter methods.

My recommendations are consistent cvith legal standards sct by the United States Supreme

Court and market data. icily '8.72% cost ol'equity and an overall cost of capital (rate of

return) ol'7.18% tvill allocv BG WC to raise capital on reasonable terms u hile I'ulling their

obligation to prr&vide safe and reliable service.

21
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I Q. DOES TIIIS CONCLUDE YOUR 'I'ESTIWIONY'?

2 A. Yes.
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